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THE NATIONAL PATRIMONY 


Too great emphasis on social gains can result in tax 
policies that would impair the foundations upon which 
all true social gains rest. The present tax policy ignores 
the requirements of long-run, stable prosperity. 


The capital structure and productive capacity of this 
nation, developed under conditions that encouraged 
their growth, may be as readily destroyed by antagonism 
expressed in confiscatory tax laws. 


The direct relationship between excessive rates on 
personal income and the loss of property values either 
is not generally understood or is purposely ignored. This 


craft was stated by Professor Henry Carter Adams 


\ N elementary yet fundamental principle of all state- 
in the following words:1 


The patrimony of the State must not be impaired. 


This principle is valid in all fields of government policy. 
Professor Adams made a particular application of it in the 
field of government finance, and it is in this field that 
some further applications of it will be made here. 


A reminder is the more necessary in the case of govern- 
ment finance because of the severely destructive possibilities 
of unwise fiscal policy, and also because of the insidious 
contradiction involved in promoting certain aspects of the 
national economy while at the same time impairing other 
aspects, For example, the welfare economist argues that 
the objective of “social gains’ so completely transcends 
all other public policy objectives as to warrant, for its 
achievement, the employment of any necessary tax and debt 
measures, however drastic. Yet the use of these fiscal 
measures can be destructive of the economic structure 
which is the foundation, not simply of so-called social 
gains, but of the entire social order itself. 


1H. C. Adams, The Science of Fimance, (1912), p. 3. 


may be traced in the case of both residence and business 
properties. 


Reduction in the value of real estate in turn dries up 
the major source of funds for carrying on the functions 
of local government and compels a lowering of service 
levels or resort to other taxes likely to be regressive in 
character. 


Excesses imposed under the guise of progressive tax- 
ation thus impair the nation’s patrimony. As a conse- 
quence, they tend to penalize, through regressive taxes, 
the beneficiaries of the so-called social gains. 


The system of private capitalism has a certain toughness 
which has enabled it to survive numerous shocks and dis- 
asters. This quality moved Lord Macaulay to write the 
following: 1 


It has often been found that profuse expenditure, 
heavy taxation, absurd commercial restrictions, corrupt 
tribunals, disastrous wars, seditions, persecutions, con- 
flagrations, inundations, have not been able to destroy 
capital as fast as the exertions’ of private citizens have 
been able to create it. 

Every man has felt entire confidence that the State 
would protect him in the possession of what had been 
earned by his diligence and hoarded by his self-denial. 


But the profuse expenditure and the heavy taxation that 
were within Macaulay’s range of observation and experience 
were trifling by comparison with the burdens that are now 
being imposed. Moreover, the attitude of government 
toward the accumulations of the citizens in Macaulay's 
time was obviously one of conservation and protection. 
The citizen had full confidence that his government would 
not only protect what he had earned by his diligence and 
hoarded by his self-denial against theft and spoliation, but 


1Quoted in The Ratlway Age, May 15, 1943, p. 941. 
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would assist and encourage him in its care and preserva- 
tion, That this government would itself take a large part 
of the earnings and the savings of individuals could not 
have occurred to Macaulay and his generation as even 
remotely possible. Such a course would have been, in their 
eyes, a complete negation of the role of government, and 
a descent from the high plane of government as the con- 
servator and protector of the assets of the citizens to the 
low plane of legalized piracy. Had this kind of public 
policy been in prospect, there must have been expressed a 
judgment exactly opposite to the one quoted above to the 
effect that the people could and would accumulate capital 
faster than the exactions of government plus the casualties 
of environmental change could destroy it. 


The notion that our present huge productive capacity is 
in some way a fortuitous circumstance which we owe to 
good fortune rather than to good management is expressed 
in the following passage from an account of the so-called 
Four Freedoms issued by the Office of War Information: 


In the short space of a few decades we have changed 
scarcity into abundance and are now engaged in the 
experiment of trying to live with our new and as yet 
unmanageable riches. The problem becomes one not of 
production but of distribution and of consumption. 


In this passage is embedded the characteristic fallacy of 
the spending and lending and giving away of the 1930's. 
It is the idea that the whole enormous complex of pro- 
ductive factors and forces is here to stay, that it is inde- 
structible, that it will continue automatically through an 
indefinite future to grind out a grist of goods and services 
so huge as to flood us with an embarrassing abundance of 
riches, and that its maintenance, preservation, and enlarge- 
ment are matters of no concern. The statement quoted 
above apparently assumes that there will be, in the future, 
a continuing abundance of riches regardless of the degree 
or the range of neglect and mistreatment to which the 
enterprise system may be subjected by a hostile government. 


A nation’s productive capacity is a part, a significant 
part, of its patrimony. This productive capacity includes 
the tangible capital goods, which is the apparatus of pro- 
duction, the managerial talent and organizing capacity of 
those who direct the productive operations, the strength 
and skill of the workers, and the incentive and drive which 
are generated by the profit motive. The combination of 
these factors which has developed in this country, if wisely 
sustained and promoted, can supply throughout an in- 
definite future a reasonable abundance for all, although it 
can never fulfill the rhapsodic assertion that scarcity has 
been eliminated. It is safe to say that no other system of 
owning and directing the forces of production can eliminate 
scarcity, or even equal the American free enterprise system 
in providing the goods and services that the people want. 


A rising scale of living, securely based on large and 


increasing production, is the only valid social gain, and 
when achieved in this way the gain will be shared by all. 
This is the principle that a bigger pie means bigger pieces 
of pie for everyone. It does not and should not mean that 
everyone must get the same sized piece of pie. 


Granting the philosophy of an enduring and inde- 
structible capital as a major premise, it is easy to understand 
the viewpoint of those who assume that there are no limits 
to the taxation which may properly be imposed on this 
capital, or upon those who must provide it. It is easy to 
understand why no boundaries have been set against the 
raids on the capital funds and the sources of new capital 
which are made by special groups in the name of social 
gains. In previous articles, this writer has indicated the 
nature of the enterprise system and pointed out the effects 
upon that system of the errors involved in the current tax 
policy.1 Income tax rates have been advanced to levels 
which mean that this tax is no longer one on income, but 
on capital. The increase made in the 1943 tax by the 
recently enacted act will compel many persons to make 
still further inroads on their capital to pay the bill. Here 
it may be helpful to present a further illustration of the 
destructive effect of taxation which is imposed without 
regard to the preservation of the national patrimony. 


This illustration, which has not heretofore received 
attention, is the effect of the federal income tax upon the 
value of real property. The depressing effect of heavy local 
taxes on such value has long been recognized. Now, after 
some years of steadily rising federal income tax rates, it is 
possible to note the additional disturbing results of this 
kind of heavy tax burden, 


The value of a parcel of real estate is ordinarily ap- 
proximated by capitalizing the income therefrom. This 
procedure is subject to modification in the light of such 
developmental trends as may be visible or prospective. 
That is, the buyer’s estimate of the course of future earn- 
ings, whether up or down, necessarily influences, if it does 
not wholly govern, his appraisal. 


The presence of a graduated income tax introduces grave 
complications into the valuation process. If a person receives 
both rents and other income, should he assume, for pur- 
poses of capitalizing his net property income after all taxes, 
that his rental income is being taxed at the bottom rates 
of the graduated scale, or at the highest rates to which he is 
subject. True, all income is supposed to be commingled 
for surtax purposes, but the fact remains that the tax is 
heavier on some portions of the total than it is on other 
portions, In such case, just what is the net return, after 
taxes, from a parcel of real property? Or, suppose that a 
person has a substantial rental income from several parcels 





1Cf. The Tax Review, July, 1942, ‘‘The Private Enterprise System’’; Idem, 
April, 1943, ‘‘Ability to Pay’’; Idem, May, 1943, ‘‘Progressive Taxation.” 
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of real property. Should he say that the income from one 
parcel is being taxed at the lowest surtax rates while the 
income from another parcel is being taxed at the highest 
rate to which he is subject? If he decides such to be the 
case, does it follow that the value of his several parcels, 
being in each instance the capitalized net return after 
taxes, varies inversely with the positions thus assigned to 
their respective earnings in his income surtax scale? 





Paradoxically, the person with a small income would 
need to allow less for the income tax on his rental income 
than would the person with a large income. Hence, the 
former would be inclined to set a higher value on a given 
parcel than the latter. Yet the individual with a small in- 
come, which means a small capital, could not provide the 
funds needed to acquire a parcel of any size. In other 
words, those who cannot afford to buy a sizable parcel of 
real property would be disposed to set a higher value on 
it than those who can command sufficient funds for its 
purchase. 


But the weight of the federal income tax must be con- 
sidered also from a different point of view, namely, that of 
the factors which govern the amount that persons subject 
to severe income tax rates can afford to pay for the purchase 
or rental of real estate. This consideration becomes impor- 
tant whether it be a matter of residence ownership, or 
residence rental, or of business property. 


In the case of residence ownership, valuation does not 
follow the usual principle of income capitalization, for 
there is no direct cash income to the owner. The amount 
which any one can afford to pay for a residence property 
is governed by his disposable income. This will be equally 
true whether it be a question of expenditure for original 
construction or for purchase. While there is no fixed pro- 
portion of income that is devoted to this purpose, in all 
cases each individual or each family tends to provide itself 
with housing accommodations and facilities which are in 
some degree commensurate with available income. In every 
city there are streets and sections of relatively high value 
residences which reflect this disposition to establish and 
maintain domiciliary facilities in accordance with the ability 
to support them, 


The level of income tax rates obviously determines the 
amount of income that is available for this purpose. As 
income tax rates have advanced, less income has been dis- 
posable for the care and upkeep of high value residence 
properties. Of great significance also has been the fact that 
under the rising income tax load, there have been fewer 
persons who have been willing or able to build such prop- 
erties, or to buy those already constructed at prices deter- 
mined by the previous standards of value. If the more 
expensive type of residence can be sold at all in these 
days, it is only at sacrifice figures far below the level of 
original cost less depreciation. 
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A similar situation exists in the field of apartment houses 
and other residential rental properties. Their value depends 
upon the scale of rents which tenants can afford to pay. 
As income taxes rise, the amount of disposable income 
declines and those subject to heavy income tax rates must 
curtail their expenditure for rent. The owners of rental 
properties face the alternatives of vacancies or of reduced 
rentals. In either case, the gross income falls, and this is 
quite likely to be true also of the net income, since there 
are limits below which the maintenance and operation costs 
of apartment houses cannot be reduced. Eventually, there 
must be a revaluation of these properties in line with the 
lower earnings. 


The case is no different with respect to properties devoted 
to business purposes. If such properties are rented, the 
tenants may presumably deduct the rent as a business ex- 
pense and they are therefore not under the same compulsion 
to ask for rental reduction or to relocate in cheaper quarters 
as is the person who must readjust his living expenses. 
But the income tax makes its inroad into the landlord's 
return and the investment value of rental business property 
will eventually be adversely affected. If the business prop- 
erty is occupied and used by the owner, its fair market 
value, as indicated by the price to be realized in a free, 
voluntary market transaction, will be depressed by the 
fact that any prospective purchaser will appraise the capital 
value by capitalizing the income therefrom which he is 
free to dispose of after all taxes. 


To the argument that real estate values would not be 
depressed because all other investments are subject to a 
similar penalty, the answer may be made that the value of 
all investments of every sort is likewise depressed by the 
weight of the income tax. 


In the case of real property, however, this result is of 
especial and distressing importance for the local govern- 
ments. These governments derive a substantial proportion 
of their revenue from the property tax for the support 
and operation of local services, Municipal debt limits, tax 
rates and budgets are always neatly, and sometimes deli- 
cately, adjusted to the assessed value of real estate. The 
assessing officers may disregard the evidence of declining 
values for a time in a desperate effort to preserve the 
established fiscal balance, but in the end they are forced to 
readjust property assessments into line with lower current 
values. The loss in ratable value means less borrowing 
capacity, higher local levies on all property, a curtailment 
of local services, or a resort to other forms of taxation. The 
new taxes may be imposed locally, or they may be col- 
lected by the state and distributed as local grants. 


Whether a city attempts to offset the decline of property 
tax revenue caused by shrinking real estate values by 
higher local tax rates or by the development of other 
revenue sources, the result is very likely to be heavier 
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taxes on those who receive small incomes and who own 
small, low-value homes. Thus, the effort to push the pro- 
gressive taxation of incomes to a point at which all large 
incomes are destroyed tends to produce greater tax burdens 
for those who have always been an object of tender solici- 
tude in the framing of income tax laws. Too much tax 
progression at one point can, and usually does, lead to 
greater tax regression at other points. By indirectly under- 
mining the value of property, it impairs the national 
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patrimony, and in the end neither the national nor the 
local government will receive as much public revenue as 
both would get under methods of taxation formulated on 
the basis of reason rather than emotion and prejudice. 


HARLEY L. LuTz 
Professor of Public Finance 
Princeton University 
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